The Monetary Aggregates:
An Introduction to Definitional Issues

TI-IREE years ago the Board of Gov-
arnora of the Fadersl Reserve System
redefined the monstary aggregatps—
the measures of the stock of money in
the economy. Since then the meaning
of the new gates has bean al-
tered and their analytical usefulness
has been reduced by developmenta
similar to those that prompted the
1880 redefinition. Prominent among
these developments is the appearance
of new or substantially altered finan-
cial instruments end eervires. A= a
result, another redefinition of the ag-
gregates may be needed, and it has
cven been suggested that the use of
tha aggregates as intermediate tar-

gﬂta in monetary policy may have toc
be abandoned,

Thiz arficle draws on research con-
ducted, in the main, by Federal Re-
gerve economists over the past few
vears, to provide an introduction to
the iszues involved in the definition of
the monetary eggregates, The frat
sertion deacribes the factorn that
prompted the 1980 redefinition and
the changes that were made. The
second section focuses on the behavior
of the aggvegates mince 1979 and on
the major forces that may prompt
future modifications of tha monetery
aggregates.

Apgrepates, Old and New

Official estimates of the monetery
are of rather recent origin.
Until 1960, Federal Reserve atatistica
did not include a series labeled
“money” or “money stock.” For the
next decnds, the statiotica! pages of
the Federal Reserve Bulletin reported
only one such series—currency plus
demand (checking) deposits.
During the 1970's incressing em-
phaais began to be placed on the role
of the monay etock in the implemen-
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tation of monetary policy. It was nat
clear, howover, that currency plus
demand deposite was the most useful
mepzure of the money stock, This
tatal, or aggregate, did represent
traneactions belances, or the medium
of exchange, which clearly belonged
in eny meagure of the money etock. A
congiderable pmount of research, how-
ever, guggested that the volume of
“near-monies”—cloge substitutes for
transactions balances—was alse an
importent determinant of economic
activity and, therefore. should he in-
cluded in measures of the money
stock, Unfortunately, there was {and
iz) no consenaus on which, if any,
aozetz besides tranmactions balances
belong in a totel called “money.” A
number of different totals, therefore,
were developed in the early and
middle 1970,

Currency plus demand deposite was
designated M1 early in 1971 and two
new messures of money were lntro-
duced. M2 was defined as M1 plus
savinge amd amall-denomination time
deposite at commerciel banka; M3 was
defined as M2 plus deposits at gavings
and loanh associations, mutual aavings
banka and, later, credit unions.? Large
negotiable certificates of deposit
(CD's} were brought into thiz scheme
in 1976: M4 emd M5 were defined ao
large CI¥s plus M2, and large CD's
lus M3, respectively, These {ive
serigs were the monetary aggregaies
that the Federal Reserve Bosrd over-
heuled in 1980,

Evenn before this classification
scheme was completed, the Board
launched a thorough investigation
into its shortcomings and possible im-
provements. This investigation was
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prempled in large part by two devel
opments. Firat, new financial assate
wera doveloped inm the early and
middle 1970's; it was necessary to ses
ifandhowthmahuuldhamﬂamd
in the agpregates. Second, the
demand functione for the ten
showed a pronounced shift at sbout
the same time that the new assets
were appeating. This shift was impor-
tantbacam&itrnimlqmtiomahuut

the predictability of the effects of
monetary policy. In fact, stability of
dumnnﬂmunaufthuuntenamdaiy
uped for choosing the monetary aggre-
gate on which to focus, (Another crite-
rion sometimes used is the perform-
ance of the agpregates in reduced-
form equations relating some impor
tant macroeconomic variable, such as
GNP, on the ¢ne hand, to the aggre
gate and a fiseal policy variable, on
the other.) The first part of the fol-
lowing section begina the dierussion of
these developments.

Shoricomings in Hhe old aggropales

New financial assety.—Several new
types of financial asseis wera created
in the eerly and mid-197¥s Because
these assets possassed some of the
charecteriatics of aseats that wera in-
cluded in one or more of the aggre.
gates, the guestion arose as to wheth-
ar the new agsets shwuld be included
in the tes and, if ao, in which
onez. At fiest, of courze, these new
assets were quantitatively insignifi-
cant; including them in—oar excluding
them  from—the aperegates made
liltle practical difference. It quickly
becama obvious, however, that thasze
assets would eventually reach sizable
proportions, and the question would
have 10 he pddresaed.

NOW accountz were the flmt of
thase new mssets. In June 1972, the
Massachusetts Sopreme  Judicial
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Court ruled that thers were no statu-
tory restrictions on the way that
withdrawals could be made from sav-
inge accounts at Stiatecharteved
mutual savings banks. Savings banks
in the State soon began isauing mav-
inge depogits from which the owner
could withdraw funde by writing s ne.
gotioble order of withdrawal=hence
the scronym. The withdrawal doco-
ment was a negotiable draft (ike a
check dravwn on & demand deposit at
a commercinl bank), which could ba
used to make payments to third par-
ties.

Statechartered savings banka in
New Hampshire starled offering
MNOW accounts within a few montha
of thelr introduction in Maesachuo-
patis. Federally regulated institutions
in the two States were immediately at
6 competitive disadventage hecause,
. like federally regulated institutiona in
the rest of the country, they wera
berred from offering NOW accounts.
This disadvantage was subsequently
removed by Federal legislation (PL
93-100) and smendments to the reler
vent Federal regulations; affective
January 1, 1974, all depository insti-
taticns (except credit unions} in Mas-
sachusetta and New Hampehire were
authorized to offer NOW sccounds. Hy
early 1976, Federal lepislation author-
izing NOW sccoants in the rest of the
New England States had become ef-
fective. These developments, and
others related to the emergence of
savings-based transactions accounts,
are gummarized in table 1.

NOW accounts have two important
featuras, First, accounts at savings
and loan associations and at savinga
. banks could be used by depositors to
pay third parties. The davelopment of
NOW accounts, thercfors, signaled
the end of the virtual monopoly over
transactione accountz that eommer-
cial banbs had previously snjovad.
Becand, because the NOW accounts
© were tachnically classed ga savinge ac-
counts, could earn interest,
unlike demand depogits, on which
payment of interest wes prohibited by
the Banking Act of 1988.

Table 2 highlights the difficulty of
adequately reflecting NOW accounts
in the set of monetary aggregates
that existed in the mid-1970's. Old-
M1—defined ag currency plua demand
depasits st commercial banks--was
designed to measure transactions bal.
ances, and, as 8 means of making
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third-party payments, NOW acrounis
constiteted transactions balances. Be-
couze NOW accounts were sauvings ac-
counts, however, they were not in-
cluded in this sggregate. Old-M2 in-
cluded some, but not all NOW ac.

3b

banks entered the appragates st this
point, but NOW accounis at savings
and loan associations and at motual
sgvings banks entered at the level of
old-M8. 0ld-M3, which inclueded timme
as well as savings deposits at all de.

counta. MOW accounts at commerclal

pository  instibutions, was clearly

Table 1.—The Development of Savings-Based Transactions Accounts

The Federal Homa Loan Bank Board permitied loderally chartered savings
and loan agsociations to make preauthorized nonnegotizble transfers frmm
mavings armoints to third parties for household-related expenditures,

Stotechartered mutual eavings banks in Mpesachusatts bagen offering
Stetechartersd mutusl savings banks in Maw Hampshire began offering

Federal legislation authorized all depository institutions (eacept credit
unions} in Massathusaits and Mew Hempshire to offer NOW sesounts.
Firat Fedearal Savings and Loan of Lincoln, WNebreska, installed communice-
tions terminzle in two suparmerkets, enabling customers to withdraw
fands from their savings accounts to pey Gor merchandise purchased from

The Maticnal Credit Unlon Adeinstretion permitted Faderal credit unicns to

«f Ther Fedoral Home Loan Bank Board permitted federally chartered savings

and loen associathone ta make preauthorized transfers from savings ac-
Commercial banks were permitted W make preauthorized nonnegotiabls
Commercial benky were authorized (o accept savings deposits from partner-
ships ond corporationy oparated for profit, up to a limit of $1560,000 per
Federsl kegisletion sxtended NOW eccount authority e all New England
States,

Paderal legialation axtanded MOW secaunt authority to all Mew York State,
Commasztial banks were suthoriged to aoffer automatic trenzlers Mrom fav-

UA. Court of Appeala ruled that automatic transfar aorounts were illegal,
Federal legislation extended NOW account authority nationwlde taffective

1070 Septembar......
1972 June ..
NOW accounts,
Beptamber ... ...
NOW acrcounts,
1074: January. ...
January. ...,
the starea,
August............,
imsua 'share drafls,
1075 April...............
counts to third partles for any purpose.
Septembar .......
trarslers from savings accounts to thizd parties for any purpasa.
Movembear, .,
customer pet bank,
1976: February ..........
Novamber .
ings depodita to damend dapasits.
19749 March .ecae n
1980: March...._... e
Deosrnber 31, 1980 ard Ismalized sitkamatic translar eeoounts.

Sourre: Steven M. Roberls, “Developing Money Bubgtitutes: Corrent Trends and Thsir Impli-

cationa for Eedefining the Movetary Aggregateas” In fmproving the Moneic fes: Si
Fapers (Washi .n{l'.ﬂ: Boand of Governors of the F Eralﬂﬁemnn ﬂ!ﬂ;‘lﬂn?: ovember 1978).
(Updated by author.)
Tahle .==Comsponenta of the Old Monelary Aggregales

Covin oL Hi M2 Mi M M3
Cumancy X i x X X
Dwmaned Geporete 84 commerinl banks .n - — —— e X X x X ]
Savingy bolaming al commareia] by x x x X
Tune dupobts st eaocerelal bomks ! X u X X
Bavinge bakamoss gt thrilt |titut] X w—— e %,
Tiroe deposlte of (il fediluliens X — e} z
Hagolstls certifionicn of dupenlt ot e ol x "

L Pucapt magnilyble cortMicniss of dipitis st lanps commmecsisl banks
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rather far from a measure of transac-
tions balances.

NOW accounts were only one of the
innovations in financial markets at
this time: Preauthorized transfers,
telephone transfers, and automatic
transfer from savings (ATS) blurred
the line between savings accounts and
transactions balances at commercial
banks, ie., between old-M1 and old-
M2. Further, credit union share draft
accounts and demand deposit ac-
counts offered by some mutual sav-
ings banks began to reach significant
proportions. The share draft accounts,
which are transactions balances, en-
tered the old set of aggregates at the
M3 level. The demand deposit ac-
counts did not fit neatly into any of
the o0ld-M’s and, in fact, were not in-
cluded in any.

In addition to new types of accounts
at depository institutions, other new
assets gained prominence in the mid-
1970's. During 1974, the number of
money market mutual funds rose
from 4 to 30, and their net assets
climbed from less than 8200 million to
$2% billion. Most to these funds pro-
vided limited check-writing privileges,
but because the funds are not classi-
fied as depository institutions, shares
in the funds were not included in any
of the old-M's.®

Overnight repurchase agreements
(RP's) also increased in importance in
the mid-1970's. Overnight RF's are
highly liquid; funds committed to
RP's one day can be used to finance
transactions the next day. RP's, how-
ever, did not fit into the classification
scheme of the old aggregates.

While new assets were appearing,
older assets were changing, During
most of the 1970's, the average matu-
rity of time deposits at commercial
banks and other depository institu-
tions lengthened significantly, due to
the establishment of higher interest
rate ceilings for longer maturity ac-
counts. This lengthening of maturity,
along with substantial interest penal-
ties for early withdrawal of time de-
posits, made time deposits less liquid
than they had previously been, and

2 For an analysis of factors involved in the growth
of these funds, see Timothy Q. Cook and Jeremy G.
Duffield, “Money Market Mutual Funds: A Reaction
To Government Regulation Or A Lesting Financial In-
novation?,” Federal Reserve Bank of Richmond Ero-
nomic Review 85 (July/ August 1979 :15-31.
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less liquid than savings deposits. The
rational for including both time and
savings deposits in the monetary ag-
gregates at the same level of aggrega-
tion—old-M2 for accounts at commer-
cial banks, old-M2 for accounts at
nonbank depository institutions—
became strained. (The trend toward
lengthening maturities of time depos-
its was reversed with the authoriza-
tion of G-month money market certifi-
cates in mid-1378.)

Shift in money demand.—Until the
mid-1970’s, the demand for money
was generally thought to be wvery
stable. At the same time that NOW
accounts and like assets began ap-
pearing, however, evidence began to
suggest that there had been a sudden
downward shift in the demand for
most of the then-existing monetary
aggregates. Demand equations that
had worked well until that time
began to overpredict the level of
money demand; the overpredictions
were quite large and showed no tend-
ency to be offset by subsequent under-

predictions. Simulation of a demand
for money eguation illustrates these
overpredictions. The equation used in
this simulation is of the type popular-
ized by Goldfeld: ®
M,/P,= a + MGNPT2) — o(RPB) — d(RCP)
+ elM;- /Py

3, Stephen M. Goldfeld, "The Demand for Money
Revisited,” Brookings Popers on Ecomomic Activity,
No. d (Washington, D.C: The Brookings Institution,
1973), pp. 683-730.
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where:

M/P is real (old-'M1 or (old-\M2 bal-
ances,

GNP72 is real GNP,

RPB is the weighted average rate on
passbook accounts at commercial
banks,

RCP is the average rate on 4- to 6
month commercial paper,

and all variables are measured in nat-
ural logarithms.

This equation was fitted to data for
1960:1V-1974:11, and was used to “pre-
dict” money demand in 1974:111-
1979:1V.* For old-M1, the equation
consistently overpredicted demand
throughout the period (chart 9). A
roughly similar pattern of overpredic-
tions is produced by the simulation of
the demand for old-M2, although the
errors are considerably smaller, espe-
cially during 1976-77.

Although simulations such as these
certainly suggest a shift in the
demand for money, formal statistical
teats of the structural stability of the
demand function yield confusing, and
sometimes contradictory, resulis.
These findings are illustrated in table
3, which reports the results of two
common tests—the F test and the
cusum-squares test—for the money
demand funetion given earlier. Before
examining these results, however, it
is important to be clear that it is not
the specification of the demand fune-
tion that is being tested; it is assumed
that the Goldfeld-type equation cor-
rectly specifies the demand function.
More explicitly, it is assumed that the
equation

(1) includes all of the important
variables that determine the demand
for money,

(2) accurately represents the lag
patterns of these variables, and

(8) i correct in treating these varia-
bles as additive in their logarithms. If
one or more of these assumptions is
incorrect, which is a possibility raised
by a number of writers, probability
statements about whether the
demand function has shifted based on

4. David J. Bennett et al, "Econometric Propertios
of the Redefined Monetary Aggregates,” (Washington,
0C: Board of Governors of the Federal Heserve
Syatem, Division of Research and Statistics, Febroary
19801, (Processed )
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the results in table § will be unreli-
able.5

With thia caveat in mind, the re-
aulis in table 3 may be examined. The
first four rows of the table show that
when variables In the equation ore
measured in levels, statisticslly sig-
nificant structural shifts are found by
hoth tests. Row five of the table shows
* that when varibles are measured in
levels but the awtocorrelation coeffi-
cient is constrained to 0.922, no statis-

0928 meane thet the equation is esti-

mated as if the wvariables were
“almoet” measured in first differ-
ences, (If the antocorrelation coeffi-
clent were 1, the resulte would be
identical to estimation of a first-diffar-
ence specification.) Tha final three
rows of the table show thet when var-
iables are measured in true fivet dif-
forences, the F test is unable to detect
any structural mhift.¢

Degpite the ineldlity of convention-
ol tests to find statistically significant
shifta in money demand when the
varigkles are measured in fixst differ-
ences (or “almost” first differences),
most regearchers and policymakers in
the mid-1¥!¥s—ralying in part on the
anslysie of prediction errors—had no
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The caveat aleo applins to thy meond saction’s dis-
Comion of ppexible ghifte In mensy damand during
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B FPor n diacusslon of the relatire eaes of Minding
siryctural shifle In wguations wheok the rarishles are
ruasured in Jevals (and the relativa diflieulty of Find.

shilt in 1974 and that it was the result of 8 change in
thy intatespt of the simay dvmand squation; they find
ng avkkence of o other parmmeisns in Fhe
wquation. Ses their "Shiit in Mooy Demand,” p. 14,
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Tabde 3.—Tentn of Stability of Demand for M1
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planations for the shift in money
demand would lead far afleld.® Suffice
it to say that because the demand
function shifted at about the same
time that developments in financiel
markets were altering the meaning of
“money”, pome anelvets concluded
that these developments caused (at
least part of) the shift in money
demand, NOW’'s, ATS"s, and RP's, it
was argued, satisfiad part of the pub.
lic's demand for "tnonsy” without
being represented in the measures of
money used in estimating money
demend equations. This argument
was buttreesed by the results of fur-
ther investigations that showed that
the shift in money demand eppeared

A For such snalysca, sea R, W. Hafer and Scott B
Hein, "Evidunce on the Temporal Stabiity of tha
Domand for Monsy EReletioahlp in the Undted
Stales,” Federsl Besorve Bank of 81 Louls Rerdow 81
(Mecember L1¥70) :3-14 and the referonces cltnd e

to ha localized in the demand depogit
component. The obvious solution was
to redefine money so that these new
instruments would he included in
sOMmE WAY.

The newe appregates

The Board of Governore of the Fed-
eral Reserve defined five new aggre-
gates in February 1980. Table 4 shows
the componentz of emch aggregats,
and these components are defined in
the accompanylag box.

New-MIA differed from old-M1 only
in the treatment of certain foreign-
owned demand deposits. In the rede-
fined aggregates, all identifiable mon-
eiary aasets held by forgign commer-
cial banke and official institutions are
¢icluded on the grounds that the
demand for them and their effect on
domestic macroeconomie variables are
substantially different from monetary



Components of the Monetary Aggregates

Curreney; legal tender imned by the
U.S. Treasury end the Federal Re-
gserve and circulating octside tha
Treasury and outside the Federal Re-
aerve banks, Cwrrency held in the
vaulia of eommmersial banks is counted
o8 part of bank reserves and not as
pari of the monetary aggregates, Cur-
rency held as veult cash by thrift in-
stitntions to service their “other
checkable deposit” liabilities iz also
excluded from the currency compo-
nent of the aggregates. Other currens
ey held by thrifts—assumed to be
used in servicing their mavings and
small tlme depogite—is removed as a
consolidation adjustment from M2,

Trovelers checks: outstanding trav-
clera checks of nonbank issuars.
{Bank-issued travelers checks ars in-
cluded in the demand deposit compo-
nent of the ageregates) Travelers
checks were first included in the sg-
gregates in the June 1982 revision of
monetary statistics.

Demand deposits: noninterest bear-
ing checking accounts at all commer-
cial banks axvept accounts owned by
domestie banks, the U8, Government,
and foreign benks and offirial institu-
tions, less cash items in the process of
collectlon end Federal Reserve {loat,
Demand deposits due to commercial
banlks are excluded to prevent double
connting, a8 are cash items in the
process of collection and float
Demand deposits due to the 1.8, Gov-
ernmant and to foreign banks and of-
ficial institutions are excloded be-
cauge their levals are thought to be
determined by fundamentally differ-
ent factors than other demand depos-
its and to have fundamentslly differ-
ent effects on the economy. Demand
deposits held by thrift institutions to
service their “other checlable depos-
it" liabilitiea are excloded from the
demand deposit component. Other
demand deposits of thrifte are re-
moved in an M2 consclidation adjust-
ment.

Other checkable deposits: interest-
earning checking accounts, including
NOW (negotiable order of withdraw-
Bl), ATS (automatic trensfer from aav-

ings), and super NOW accounta at
commercial banks and thrift inatitu.
tions, credit union share draft ac-
counts, and demand deposits at
mutual savings

Qvernight repurchase agreemenis:
borrowings by commereial banks from
nonbank customers, in which the
banls sell securities one day end buy
them beck the next bueiness day. As
with term repurchase agreements (see
balow), Federal and Faderal agency
securitics are the principal instru-
ments used in overnight repurchase
apreements. Most overnight repur-
chase agreements are believed to be
i amounts of $1 million or more.

Overnigh! ERurodoliprs: doller-de-
nominated, interest-earning deposits
maturing the next business day and
held by pnonbank U.S. residents in Ca-
ribbean branches of member banks,

Money market rutual fund ahares:
interaat-enrning, checkable deposits in
mutual funda that invest in money
market instruments. Shares in gener-
al purpose funds and brokex/dealer
funds are included st the M? level of
aggregation; shares in ingtitution-only
funds are included at the M5 level.

Saiings deposits;  interest-earning
deposits, which can usually be with-
drawn without prior notice without
penalty, at all depository inatituations.
Intereat rate resirictions, now deter-
mined by the Depasitory Institutions
Deregulation Committes, ars sched-
uled to be aliminated by 1986, as are
intereat rate restrictlons on time de-
posits. Since December 14, 1982, in-
cludes money merket depoeit accounts
which have limited check-writing
privileges and which are not subject
ta regulatory ceilings on  interest
rates.

Small deromination time deposits:
noncheckable interest-earning dapos-
its, which are subject to anbstantial
fnrfe:lt.ure of interest if withdrawn
before maturity, in denominations of
leas than $100,000 at all depasitory in-
atitutione.

Large denammahan time deposite:
interest-earning depogits in denoming-
tiona of 5100000 or more at all deposi-
tory institutions, exclusive of the

holdings of domestic depository insti-
tutiona, money market mutusal funds,
the U.S. Government, foreign banks,
and official inatitutions. (Holdings of
domestic depoeitory institutions and
money market mutual funds are ex-
chvded to prevent doubla counting.
Holdings of the other institutions are
excluded for reasons akin to those for
excluding their holdings of demand
doposite from the demend deposit
somponsnt.)

Term repurchoge cpreementy: bor-
rowings by thrift instituationa from
nonbank cugtomers, in which the bor-
rowers sell securities with the under-
standing that the securities will be
bought back at s apecified date. Most

term re ts are in
amounts of §l million or more, bat
retail re ments, in

purchase  agres
amounts of iesy than $100000, alzo
exist. Retnil repurchase agresments
are included at the M2 level of aggie-
gation (in smaill time dsposits); larger
term repurchase nt3 enter
the aggregates at the M3 level.

Other Eurpdoilar deposits: longers
terrm dollar denominated interest-
earning depoaits with maturities of
mote than 1 day held by nonbank
U.E. regsidents in ing offices sut-
gide the 1.3, Some overnight Eurodal-
lars are included in this component
becauge the availeble data do not
permit their tnclusion in the “over-
night Eurodollar” component.

Berkers  occeptenees:  nagotigble
drafts—orders -to pay a aspecific
amount at a apecified titne—thet US,
banks have formally to honor
and that are held by the nonbamnk

public exclusive of the amount held

by money market mutual funds,

Commercial paper; unsecured ahort-
term debt obligations of corporations
hald by the nonbank public, net of
holdings hy money market mutaal
funds

U5, savings bonds: held by the non-
hank public, net of holdings by money
merket mutual funds,

Short-term Treasury securifios: mar-
ketable securitien issued by the US.
Treasury that have lesa than 12

months remaining to maturity.

.

a
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assets owned by other economic
units.”

. New-MIE ineludad other chockabls

dopogita, such as NOW accounts, ATS
socounts, and demand depesits at
nonbank depository institutions. New-
M1B, it was thought, would probably
hesuperiorbuMIAasameasureuf
transactions halances. It was appro-
* priate to exclude NOW accounts and
other checkable depeosita from the
nartowest measure of transactions
halances becanse soma of these depos-
itz had twrnover rates [sbout 10 per
year) intermediate between the turn-
. over rates of demand deposits (36 per
year) and ordinary sevings accounts
{3 per year). Morsover, if, ag in fact
did happen, NOW accounts were au-
thorized nationwide, M1B might over-
gtate the public’s true transactions
belances, M1A, which would under-
state transactions balances in this
event, would aid in estimating actual
transections balances by providing a
lower bound,

The broader aggregetes represent
definitions of money that move pro-
. greseively further away from transac-

tiong halances, New-M2 differs conaid-
erably from old-M2, (Teble 5 shows
the relation between the old and new
apgrepntes.) Savings and small time
deposits at nonbank depository insti-
tutions, as well as at commercial
banks, were included in new-M2,
along with ¢vernight RP's, overnight
" Burodollars, and sharez in money
market mutual fonds. The last three
of these items have some of the char-
acteristics of both transactions bal-
ances and liquid investwents. The
Bourd decided that, on balance, they

_ were more like investmentg than like

transections balances, Data on each of
the series are published by the Board,
bowever, enebling analysts whe dis-
agree with the Board's to de-
velop altarnstive measures of thair
own. (The relative importance of the
© variows ¢omponents is shown in chart
1)) Large time deposita and term
RP's entor the aggregates in new-M3.
L, the broadest of the naw aggregates,
includes a variaty of additional ansets,

¥ Bex Hokn T. Frrr et al. “Forelgn Demead Depog-
Ma at Commevokal Banks in the United Stale," in In-
Froving the Moretary Aggragaier—SafT Papers (Wesk.
ngtan, DC: Board of CGevarmore of the Padecal Be-
saree Syntem, November LOTR), pp B5-Ed.
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Table 5.—Relation Betweon New and Old Apgregates

d-M1

NeawBI1A,

othet sheckable depasits
MNew-M1H

Old-M2

didM2

money market mutupl Fond shares

Mesnr-M2

Mew-hit

dinand depoaits of foreign commercial banks end offieisl inatitations

savings and time dapesita at thrift institotions
avernight vapurchace pgreemwnts and Buradollacs

demend deposits at rautnsl sevings barks

large-denomination tinue depmits at all depoitory institotioms in old-M3
demand depaaits of foreign commercial banks and official fostitotlona
coneclidation ootnpement to eliminate double counting

large-denominetion tma depoaila st sl depository institutiona
{arm mporchase agresmats st commerelal benks avd savings and loan Lostibutions

tha largest in & quantitative sense
being liquid Treasury obligations.
Aggregation.—The underlying prin-
ciple of aggregation in the redefined
monetary aggrepgates was that similac
kinde of pasets should be combined at
each level of aggregation. In the old
apgregates, the implicit principle had
been that similar kinds of asseis
tastved by similar bpes of institutions
should ba combined at each level.

The new principle hed to be com-
promised from the outset, An extreme
exampla of sompromise is the entry
at the M2 level of both monsy marbet
mutual fund shares and S-vear time
deposita, The contrast between the
lnnited check-writing privileges of the
former and the substantinl interest
penelties for carly withdrawal of the
latter, raises the question whether it
would not be useful Lo have an aggre-
gote broader than M1 but including
only highly liguid assets with shert
maturities. “Clearly, [such] a concept

. . would be an attractive alterna-
tive or supplement to present broad
meoney meagures, but the statistics on
remaining maturity of deposits and
other mimilar asseta are not available
and would be very costly to collect.” **

The degree to which two assets ara
similar—the key to the aggregation
principle—is refiected in the alasticity

10, Staphen H. Aslirod, “Morslary Palicy, Money
Supplj and Ltha Federal Ing Proce
dures,” Federal Reserve Bulietin 6 (January 1482018
1T

Tabde 6, —Eixsivities of Substituibon Betwesn
Balectzd Paire of Financhal Anpats
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of substitution. If holders view two
arsets as excellent suhstitwtez for
each other, the elasticity of aubstito.
tion is very high. Converssly., two
agscts that complement esch other
very well will have a large negative
alasticity of suhgtitution.

The elasticity of substitution is, of
courge, exceedingly difficult to esti-
mate, especially inh a period of finan-
cial immovation such ag the 1970
when the elasticity may have bean
changing. Daspite these difficalties,
the elasticity estimates in table 6

11 The alsatioity of subatitution between asasts A
and B i» mémsurad &y tha percent change o (4/B! di-
vided by the percant changs in {Ph/Pal, whara A and
B oo the ymounts of the bwe amels, n dollers, and Ba
ang Pb ere the (perhaps implicit] rislde of ewsets A
and B, reapactivaly,
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liquid then time depmn‘.a—ara closer
pubstitutes for currency and demand
deposits than are emall denomination
time deposits. Time deposits, in fact,
appear—on the basiz of these esti-
mates—to be complements, rather
than substitutes, for the medium of
exchange. These estimates taken by
thamsalvesa, thersfore, do not support
the prectice of having samall time de-
posits and savings accounts enter the
aggregatea at the same level of agpre-

agpregates at a lower
(new-M2) than large time depos-
ita (new-M3). One might even argue
that the very high elaaticity of substi-
tation for RP's suggesta that they
should enter at an even lower level
than new-MZ—MIH, say, or some ag-
gregiltg intermediate between MI1B

5

Statistical properties.—The redefini-
tion was unsuccesaful at removing the
apparent shift in money demand in the
1970°'s. A study prepared st the Board
estimated demand equations for each
of the old and new aggregates and then
used F tests ko test the stability of the
equetions. (Variables wers measured
in leveis.; When the two subperiods
196 IV-106%:IV and 1970:1-19THIV
were compared, the null hypotheaia of
stakility was rejected at the 5 percent
lavel of significanca for evary oid and
new aggregate. When the two sube
periods 1460:TV-1574T] and 1974]0]-
19791V were compared, the nuil hy-
pothesis was rejected for every new
and old aggregate excapt for new-M1A
and for the broadest of the old and new
ﬂlggtegataa (old-Md, old-ME, and new-
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Talde 7.—Erraes Fron 3 Dynamie Simulation of Demand Equations for O8d amd New Monetary
Aggregates, 197:11-157%:0¥
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Redelinition also failed ta eliminate
the overprediction of the demand for
the narrow monetary agrregates after
197441 {table 7} New M2 pnd L do
predict conslderably batter than their
old counterparts, but the ressons for
this are mysterious. Recafl that the
ghift in demand for the old-M's was
localized in the demand deposit com-
ponent. The improved predictiva per-
formance of new-M2, then, suggests
that overpredictions of demand depos-
ita are offset by underpredictione of
other liquid asset components of M2,
Further statistical analysisn snggests
savings and small time depoeita as the
componant most likely to have ab-
sorbed funds that otherwise would
have gone into demand daposits
Demand functions for this component,
however, do not generate underpre-
dictione of the size necessary to ofiset
overpredictions in the demand depasit
component. Moreover, new-M3's pre-
dictive performance deteriorates
markedly in the mid-1970s; this
ahwould not heppen if savinga and
small time deposits (or other liguid
agset components of new-M2) internal-
ized the shift owt of demand depos.
ita‘l!

1%, Spa Bagoett ¢t gl., " Eeonometric Properties,” pp,
26=24, and Neil Q. Bardunan, “Abandoning Monstary
Aggrogntes.” Conirolling Manetary Aggraguies 1L con-
ferdnts Baries, Mo, 23 (Bowton: Finders) Reserve Bank
of Bostan, Qctober 1550, p. &.

Divialan u?ﬂ:mh u"dam”muiuﬂ"'

cqunlions wers selmaird cver the parfod LELY-1$74 0 The simudstlon period for £

D.G.Mnl'
(Procamnd]

Lastly, redefinition had little effect
on the performance of the aggregates
in reduced-form regressions, As noted
in the introduction, it i@ sometimes
suggested that the te most
highly correlated with the level of
etonomic ectivity be chosen ss “the”
money atock. Moreover, reduced-form
regresnione are Bometimes used to
infer the effect that changes in the
money etock have on the level of eco-
nomic activity.

Teble 8 shows the standerd errors
from a typical reduced-form equation
of current-dollar GNF on rlternative
monetary aggregates and a fiscal
policy variable; it also shows standard
errors for r ng in which con-
stant-dollar GNP, the implicit price
deflator for GNP, and the unemploy-
ment rate are used as the dependent
verigblea.’ These lsat three regres-

1. Raduced-krm vegressions of this sort freqoently
heve bwin criticied becauss of tha possibility of “'ai-
molianeany sqeathon bioa” Thic Bisn reswlts IF caums-
tica In these equatiorw i not unidirectonel—ia., if
there ara [eedback effects From tha dapendent varfable
to oive of the independant variables, For an aarly dis-
comton of thin byus, ses Prank de Lesuw and Johi
Eslchbronaer, “Munclary sad Fical Acliona: A Teat
of Thwir Relative [mportanee in Econonade Stebilks-
tion—Comdrwriit,” Fadetal Rasdrwe Bank of St Louie
Repieww 50 (April 1965) 6-11. A mecent ineestigntion
concluden that the lwve remalm unssttled. Sesa, Wil
Livm A. Barnett, Paul A Spindk, and Bidwsed K. QF
fenbacher, “Empinical Comparions of Divisla and
Sirple Sum Monatary Aggragaten” Conleroncs Py
Mo 122, WEER Conference Paper Series (Cambridpe,
H;HH- ngnll Hureau of Econombe Repsarchs, .ﬁuput
JHIL g

Talle 8, =Standard Exrars From Reduced-Form Repressions
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sions are reported in the belief that
real GNP, inflation, and uhemploy-
ment are the variables of ultimate
concern 10 policymakers.

For each of the dependent variables
in table 8 all of the standard errors
are rolatively large and their range is
rather narrow. A pattern ia evident,
howevear. {1d-M4 produces the largest
standard errors for all of the depend-
ent varipbles, new-L produces the
smallest standard errors for both cur-
rent-dellar and real GNP, and old-M32
vields the smallest atemdard erroras for
inflation and unemployment.! (New-
L, it may be noted, is perhaps leaat
amenable te control by the monatary
anthorities of gll the old and new ag-
gregates.)

Of the other new agpregates, new-
M1 prodiuces the smallest standard
ervar for ourrent-dollayr GNP and
new-M2 produces the smallest stand-
ard errors for the other dependent
variables. In no instances are these
standard ermors much, if any, amaller
than the standard srrors produced by
some of the old aggregates. Redefin-
ing the therefore, had
little effect on their performence in
reduced-form equations estimeted
with data for the 1560's and 197%s. It
may well bs, of course, that the new
aggregates would outperform the old
aggregates subsequent to 1978,

Developments in 1980-82

During 188082, some of the innova-
tiona of the preceding decads assumed
new importance; in addition, naw fi-
nancial instruments and services
made their appearance. In thia sec-
tion, these developments are de-
geribed and then the growth of the ag-
Somsand during the st e yeass B

m uring the past few yeara
discussed.

14. A ®nparson of the standard ecrom produced by
the varkous sggvepates should be anderobend e sug-
gpoative pitheer than condloxive. The i wauld
b wirholly lagitimats cnly i tha estimatsd cosiliclenty
o sutocorrelalion In sach regremsion ware entical,
Althcugh the sourcs for table B dess not report these
soalflicients, it is highly unlikaly that this condition i
met,
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fanovalions in finencis! markels

The Depository [nstitutions Deregu-
lation and Monetary Control Act of
1880 muthorized the nationwide issu-
ance of NOW accounts, effective De-
cember 31, 1980, Inm the fimt two
months of 1581, “other chechkeble de-
posits”—in which NOW's are includ-

ed—roughly doubled, rising $26% bil
bon, as funde fowed into NOW ac-
counts from demand deposits and
from szavings accounts. Over the
entire year, other checkable depoaits
increased $60 billion, while demand
deposits fell 331 billion (11% parcent).

Not all of the increase in other
checkable deposits was at the expense
of demend deposite. There wers twn
important reasons for assuming, early
in 1981, that a sizable part of the in-
crease in NOW accounts would aciu-
ajly parve as savings, rather than
tremanctions, balances, First, many
depository institutinne required rela.
tively large minimum balahces in
NOW accounts; it was reamonable to
asgume that individuala would cover
at least part of this requirement by
ghifting funds out of savings balances.
Second, the experience with HOW ac-
counts in New England had been that
roughly one-third of flows into NOW
accounta and ATS accounis had
gented ehifts of funds out of savinge
balances and other non-M1 sources.

The Federal Reserve estimated that
22K percent of the flowe inte newly

cpened NOW necounts in January

1981, and 27% percent in February-
December, came from non-M1
sourced. This amount was subtracted
from M1B in grder to obtain “shift-ad-
jueted M1B,” which wag then uzed an
the basic measure of transactions bal-
ances, ' Shift-adjusted MI1B wae the
focus of moat monetary policy discus-
giona jn 1981, By the end of 1881, the
shift into M} attribatable to NOW ac-
counta waa concluded to have run it
course. The shift adjustment was dis-
continued as of January 1952, MIA
was dropped from the list of aggre-
gates, and MIB wag rechristensd M1,

iE. An explanation of the methad of calculatiog
shill-adjusied MIB i» given in Dunisl L. Thormtono,
“Tha FOMC in 1081: Monstary Control in & Changing
PFinancial Environment,'” Faderal Reserve Pank of 8t
Lovle Frvicer €4 (april 1988 4,

Janusry 1983

Several new assetz have appeared
since sarly 1980. Effective Owtober 1,
1981, All Savers Certificates wera an-
thorized, with 12-month matyrities
apd limited tax exemption of intereat
sarnings. In the spring of F982, ¥1-day
certificates of deposit—with yields
tied to those on Treasury bills—were
introduced at depoditory institutions.
Beginning May 1932, depository inati-
tutions were authorized to offer nego-
tinble and nonnegodiable certificates
of depoeit with maturitiea of 3% years
or more, with no restrictions on their
vields. Effective September 1952, de-
pository institutions wers permitted .
to offer certificates with maturities of
from 7 to 31 days with yields linked
to Treasury securities, Fresumebly all
of these certificates compete mainly
with other short-term liquid seseta—
money merket mutual fond shares,
retail repurchase agreaments, and
other certificates of depogit—already
included in M2. If en, the level and
rates of change of the broad agere
gutes will be little affected, although
the compoaition of M2 could change.

Twa points should be noted about
these pew Instruments. Firat, they
represant a continuation of the move-
ment toward the deregulation of the
yields on tirne deposits at depository
ingtitutiona. (All deposit vate ceilings
ara scheduled to be eliminated by
1986 in accordance with the provie
sicnes of the Depository Institutions
Act) In early 1978, less than 6 per-
cent of the non-M1 componants of M2
hore market-related yields; by esrly
1982, this share had risen to over 64
percent.’¥ The sensitivity of M2 with
respect to changes in market interest
rates, therefore, haa decressed sub-
gtantially. This decressed sensitivity
in well illustrated by M2 growth in
1881, Inteiest raien were high
throughout the year, buf especially
during the summer. The rate on 3-
month Treasury hills, for example,
rose from 138 percent in April to an
average of 152 percent for May

1% David E. Lindmy, “Kecent Moastary Develop-
ments and Controversicn,” Aropbinge Fapirs on Eoo-
roméc Activily, Mo 1 (Washingion, D= The Brook-
ingw Inetitutlon, 1982, p. 262,
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through Septeraber. In esarlier years,
guch rates would have led o
movements of funds out of low yield-
jing MZ2-deposits and into market in-
struments, In 1981, however, the non-
M1 components of M2 inerassed at an
11 percent annual rate from April to
Bepternber. the same rate as in the
previous five months (when rates had
averaped T6 basia points lower) and
much fester then M1 itaelf (which ac-
tually decreased at a 1 percent
annual rate),

Second, the quantitatively most sig-
nificant certificates of deposit are B
month money market certificateas
{MM('s). The popularity of MMC's
hasi shortened the average maturity
of time deposits, making time deposits
more liquid and, therefore, better mub-
gtitutes for transactions balances,
Bome of the other certificates are
tending to hava the opposite effect,
however. In particular, funds in indi-
vidual retirement accounts and
Keogh Plan accounts are guite illi-
quid, given the tax penalties that
attach to premature withdrawal.

Deposit “eweeping” arrappements
have apread in recent years. Such ar-
rangements provide that when trans-
actions balances rise above a specified
level, the excess funde are to be in-
vegted in chort-term, highly liguid
aspets  bearing markei-determined
eatea of return. (The sweeping may,
depending on the terma of the agree-
ment, be done by the customer or
antomatically by the bank.) Converse-
ly, when transeciions balances fall
below a aspecified lovel, liguid assets
urs to be sold and the proceeds put
into the transactions account.

Dapoait sweeping ia presently of im-
portance primarily to latge compeanies
althoogh the practice is now being
used by increasing numbers of
medium-sized and small businesses,
Deposit aweeping is also a characteris-
tic of many cash management ac-
counts offered to individuals by bro-
katuge firms, and some depository in-
slitutions have hepum to offer the
service to retail customenrs.

The president of the Federal Re-
gerve Bank of Beston has suggested
that if deposit sweeping continues to
epread, it will have serious implica-
tions for the meamurement and inter
pretation of the monstary aggre-
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gates.!” Funds in sweep accounts ars
dlearly transactions balances from the
point of view of tha swners of the ae-
county; the funds are available for
spending each morning. By close of
buginess, however, a substantial por-
tion of transactions balances ay
have bean swept. Because the mone-
tary egpregates are measered on the
basia of balances at the close of busi-
neas, they undereztimate the volume
of trananctiona balances. If the prova-
lence of depoeit swesping spreads, the
seriousness of this onderestimation
will increase,

The principal reason for holding
funds in B sweep account, of course, is
to earn interest on tremgections hel-
ances. This reason has been undercut
by recent actions of the Depository In-
gtitutions Deregulation Commities,
Effective December 14, 1982, deposi-
tory institutions ware anthorized to
cffer money market depogit acrounts.
Effective January 5, 1983, depository
ingtitntions were authorized to offer
“super NOW accounts.” Monay
market deporit accounts carry limited
check-writing privileges (three per
month), while super NOW accounta
gre true transsctions accounts. The
minimum halanee for both types of
pecovnt ja $2.500 and both are free of
regirictions on interest rates that may
be paid. The authorization of these
two new accounts asubstantially re-
duces the incentive for individeals to
hold sweep accounts. Corporations,
which are not now permitied to own
super NOW accounts, continue to
have an incentive to hold sweep ac-
counts, The Depository Institutions
Daeregulation Committes, however, is
currently considering a proposal to
permit corporate accounts like super
NOW's. If such an account is author-
ized, corporations too may hawa little
renson to use Fweep accounts.

The GarnSt Germain Depository
Institutions Act of 1982—whkich hen
heen called the most important legis-
lation for financial inatifutions iﬂjﬁf}
years—requirad the Depository .
tutions Deregulation Committee to

LT, Frank B Morri “Do the Manetary Aggregates
Have a Putuse g Targets of Federal Rasirve Polbey?,
Mo Engiond Econoimic Review [March/Apsll, 1982
&-14.
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authorize an account that would be
diractly competitive with money
maricet mutual funds. The monay
market deposlt account was the com-
mittee's response to this directive.

It is generally expected that money
market deposit assounls will offer
yiaide somewhat higher than those of-
fered by the money market mutual
funda, at least initially, in order to at-
tract deposits. Depoaitory institutions
may be able to afford ta offer a higher
rste because they can imvest in longer
term, higher vielding asseta than the
money market funds can. {"Borrowing
short and lending long” of course,
would expase the institutions to posai-
bly pevere sarnings pressures if the
term Btructure of interest rates were
to turn negative.) Nonrate consider-
ations may alse favor the depository
ingtitutione—the availability of Feder-
al deposit insurance, for example, anid
the convenience of dealing with a
local inatitution instead of one located
in a distant city. Competition between
depository institutions and money
market mutwal funds, of courss, ¢an
ke expected to affect primarily the
composition of MZ rather than its
level. There could well be some apill-
over effects, however, in which funds
invested in, say, Treasury bills, would
be drawn into MZ, raising its level

Money market deposit accounts, it
ia important to noote, continue the
trend meontioned earliar toward reduc-
ing the interost rafe sensitivity of the
M2 total. With rates completely free
of ceilinge, it iz much lass likely that
funds will flow out of depeaitory inati-
tutions when market interest rates
rize. The coefficient of interest rates
in demand for M2 equations, there-
fore, can be expected to fall.

Bimilarly the coefficient of interest
rates in demand for M1 equations can
be expacted to fall now that transac-
tions balances free of intersst rate
ceilings are available. Also, it is clear-
ly possible that some inflows into
super NOW accounta will draw funds
from aseets that are not included in
M1, =0 that both the composition of
M1, its level, and the composition of
zlr broader aggregates will be affect-

Monetary growth in 1580-82.—The
Federal Open Market Committee sets
fourth-quarter to  fourth-quarter
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target ranges for the growth rates of
M1, M2, and M3. (The committee also
gsets a target range for the growth
rate of bank credit, which this article
will ignore, No target is set for L.}
The growth rate targets for the M's
are shown in the left-hand panels of
chart 11, along with the actual rates
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of the preceding year.'® The levels of
the aggregates are shown in the right-
hand panels, along with the range of
levelzs implicit in each growth rate
target. This chart illustrates two of

18. The chart weuld not be changed much if the
fourth-quarter average levels of the M's, instead of the
Movember levels, were used as the bases for ealeulat-

January 1983

the most important issues relating to
monetary growth in the past few
VBars,

Firat, short-term wvariations in
growth rates of the aggregates have
been quite substantial. M1 growth has
exhibited the largest such wvariation,
but the broader aggregates have also

of growth of the M's from November ing the rates of growth. exhibited large swings. Hein esti-
CHART 11
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matez that M1 growth—measured &8
deviation from trend—was more vola-
. {fle in the second and third gquertera
of 1080 than at any other time in at
least 20 years '™ Some have interpret-
ad this volatility &3 indicetive of shifts
in the demand for money and have
contluded that, because money
demand cannot be forecast reliably,
the use of aggregates se intermediate
targeta of monetery policy should be
abandoned. Others contend that the
volatility is better explained by devel-
opments affecting the supply of
money—developments such as the
. credit contrel program in the spring

of 198) and the change in the Federal
Reserve's operating procedmre in the
fall of 1979, If this latter interpreta-
tion ie corvect, the Faderal Reserve
need only abandon those practices
that caused the volatility.

The pecond issue illustrated in
chart 11 is the divergent behavior of
the varioue aggregates—divergent be-
havior that complicates the tagks of
formulating and analyzing monetary
policy. In 1881, for example, shift-ad-
jueted M1 increased slong a path that
wos helow the lower limit of tha
range pat by the Committee. M2 and
M3, in contrest, increased along a
path that was st or above the upper
limit. Was money very tight, a5 sug-
geated by the shift-adjusied M1 path,
or was it not eo tight, as auggested by
paths of the broader apgregatas? Fur-
ther, although shift-edjusted M1 waa
well short of its targeted growth path
during most of 1981, unadjusted M1
was comforthly within that range ™ If
M1, rather than shift-adjusted MI,
was a batter measure of transactions
_ balances in 1981, then the discrepan-
cy between the growth rates of trana.
actiona balances and the hrosder ag-
gregates is reduced substantially.

Short-term growth rate variations
in 1981 are alse related to the shift-
adjustment issue. If the shift-adjusted
measure of Ml is used, growth fell
from 11.1 percent in the fourth guar-

19, Sentt B, Hein, "Shorl-Run Money Growth Yola-
tiliy: Evidonce of Misbehaving Maensy Demand?"”
Fedaral Reserve Bank of 3t Louis Keviewr 64 (Junef
Fuly 1982 20,

2. The Commiltes did not sstablish a growth meta
range for unad]osted M1 in 1581 The Commities 414,

r, snlicipata {scturatsly, s it tun'-adnnt}thu.t
#nedfunted Mi growth would be about 2% peroentage
mnhhigharﬂmmﬂtagmﬂh rute of shiftadfustad
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tar of 1980 to —0.9% parcent in the
first quarter of 1981; if the unadjusted
measure is used, growth fell from 11.1
percent in the fourth quarter of 1980
to 4.6 percent in the first quarter of
1981.

As sxplained earlier, the shift ad-
justirent was an estimate of the
amount ¢f the inereese in other
chochzabla depesits that came from
ponrces other than demand deposits.
One interpretation of the adjustment
iz that such funds would be idle bal-
ances and that they would have to be
netted out of M1 to ohtain an accrate
meesure of transactions balances. [n
calenlating the rhift adjustment, the
staff of the Federal Reserved Board
relied on surveys of depository institu-
tions, survaya of houssholds, and
crose-sectionel econumetric analysis of
changes in demand deposita and
changes in other checkable deposits.

Some critics have concluded that
the shift adjustment thus caleulated
wes much too large. They maintain
that unadjusted M1 wam a better
measare of transactions belance in
1881 than shift-adjusied M1.%' Using
the unedjusted measurs, the intrease
in velocity of M1 in 1981 iz much less
than the increass calculated using ad-
justed M1. The demand for M1, there-

¥1. Spe, [or pxample, John A. Tatam, “Reaent Finan-
chal Innovalbne: Have They Chalortsd the Meaning of
M17," Federal Regerve Banh of St Louln Kevien B4
[April 1BE2) 2335, and Culbssn, “Tdoney, tha Mone-
tary Huap, and Mominal Incame,” p. 6,
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fore, appears to be mora stable if the
shift adjustment is ignored.

Defenders of the shift adjustment
explain the velocity behavior of ad-
Jjusted end unadjusted M1 by hypothe-
gizing a downward shift in money
demand—a shift about equal in size,
bhut otherwise unrelated, to the shift
adjustment. Lindsey, for example,
gugpests thet the increased use of
money market fund sheres for trans-
artjons purpases, the economizing on
trensactions balances induced by the
high yleld and liguidity of money
market funds, and the further spread.
of improved cash management prac-
ticas all are impartant for an under-
ptanding of 1981's velocity behavior,
Many other analysts and policy-
makera have also hypothegized recent
ghifts in money demand.

To eramine the possibility of a
recent shift, & Goldfeld-typs demand
equation was estimated in both level
and first-difference forms for 1959111
1979:IV. (This equation was identical
te the ona discnseed earlier except
that the average rate on time deposits

2¢ Lindsay, "Recent Monetary Davelopmanis and
Conkrovarsies,” p, 200 See sl Axlired, "Monslary
Poliry," p. 18 passim; Willlam C. Ford, "Monstary
Policy in 1881-10027" Erampenie Policy Terves Confer-
ence Bourd Report, No. 1 {New York: The Conference
Beard, 1982, p. 4; Jahn Wenniger, Lawrance Badeckl,
and Elizabeth Hemmond, "Recunt Instability in tha
Demrd For Money,” Federal Reperva Bank of New
York Quarterly Rrtiew (Summar 1581) 1-% and
Byron Higgions end Jon Faust, "Valocity Babavier of
the New Motary Aggragates,” Econemic Fevien of
the Federal Regerve Bank of Kansas City (September—
October 19811, pp. 3-7.
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war substitated for the average rate
on passhook accounts) Both forms
were then used to make atatic simula-
tions of money demand i EIBRI-
19821, In eech case, the root mesn
equare ervgr of the simuletion was
mare than triple the atandard error of
eatimate of the assoviated regression,
lending support to the sugpestion that
there has been &t least one shift in
tha demand for M1 since 1979,

In a more formal analysis, the firat-
difference form of the equation was
estimated for 1965:111-1982:1 and an F
test wan performed to test for a ghift
in the first quarter of 1980. (For 1951,
both shift-adjusted and unadjusted
M1 were used.) The resulis are sirik-
ing (table 9. The coefficients for the
1980:[-1982:1 pericd bear no resem-
blanca to those of the earlier period.
Tha Festatistic (distributed with 6 and
79 degrees of freedom) was 944 for
unadjusted M1 and 598 for shift-ad-
justed ML, both far sbove the critical
level {2.07) for the 1l-percent level of
significance; the nuil h:.!pnthmu
{atable money demand) is rejected.
The high F-statistics in Hmse tests are
the more remarkable when it is re-
callad that the F tast ie frequently not
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powerful enough to identify shifta In
first-difference equations.

The post-1979 instability in money
demand differs importenily from the
1974 shift, which led to large and con-
sistent overprediction of the demand
for money. Sipce 1979, there have
been large overestimates for some
quarters, but there have mlso been
larpe underastimates for some others.
The bims in the estimates is quite
emall. The fact that over- and under-
egtimates have tended to cancel each
other out may be viewed as justifying
the appregates as intermediate tar-
gets of monetary policy. The recent
imt&hﬂity may be w&we-.'l as jndicat-
ing the fotility of using monetary
policy to “fine-tune' the sconomy
from gquarter to guarter, but it mey
be compatible with the poasibility of
“eroge-tuning” from year to yeer, say,
or from cycle to cycle.

Anather way to justify the rvole of
the monetary aggregates, of course, ia
to deny that even the quarterly vola-
tility in monetary prowth since 1979
has been due to shifts in money
demand and to argue that it has been
due to sepply side disterbances. Those
who have taken this tack point to the

W 5. GYERHHENT FRINTING QFFICE :
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credit control program that the Fed-
eral Reserve Board administered in
the spring of 1080 and to the change

in the Federal Open Market Commit. '

tee's operuting procedures in the fall
of 1979.% If, am has heen argued, these
developments created an imhbalance
between the amount of monsy de-
meandsd end the amount supplied,
then the F tesis re
invalid. Detailed examination of this
issue would entail an investigation of
monetary control, which ia outside
the scope of this article, Without such
an inveatigation, about all that can be
said—uneatisfying thoogh it may be—
is that the question of monetary sta-
bility airce 1579 is atill open.

2. See, for exsmple, EHein, "Bort-Hun  Mopey
Orowth Volatility,” and the references ciad thamen,
s Allen H. Maler, “The Resolta of the F-ed'nFnlIad
Exparimant,” Wail Sireat fwrnal, July B3, 1382, wdilo-
rial page. Meit=ar does noi upﬂdﬂynﬂeuut.ﬂiepm-
sibility of a shift in domand but does say thal since
“the sxparimant began in Gotober LETH, the volatility
nfmnnmr!:mnth.. . hal beetn wakbed . |
IOCBMAYY .

Mate that the coedit comtral pregram cao be vivsand
a» alfecting not the wpply of meney, but mther the
demand for meney. Sed, The Nnn Monetzry Comtrof
Procedures—Federal Repsrve Staf¥ Study, (Washingtoa,
DE: Board of Ceovmrmars of the Fedem! Resarve
Sywtars, 19811
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